•  •    •    •    • 

•  •   •    •    • 


»    • 


;repdi?t* 


•    •••••• 


•    •■ 


i>U 


SCR  -   175 


•  •••••••••• 


c.X 


■»  I 


RECEIVED 


FEB     iJ    1989 

^STITUTE  OF  GOVERNf^EMT 

l»HVERSITY  OF  NORTH  Cm)kmi 

LISHARY 


Select 

Legislative 

Committee 

on 

Tax 

Fairness 


January 
1989 


SUMMARY  REPORT 


Select 

Legislative 

Committee 

on 

Tax 

Fairness 


January  1989 


Appreciation 


The  Tax  Fairness  Study  Commission  would  like  to  express  its  appreciation  for 
the  dedicated  work  of  the  following  legislative  staff  members  who  served  as 
commission  staff: 

CYNTHIA  AVRETTE,  Staff  Attorney,  Legislative  Research  Division 

DAVE  CROTTS,  Senior  Fiscal  Analyst,  Fiscal  Research  Division 

SUE  FLOYD,  Staff  Legal  Research  Assistant,  Legislative  Research  Division, 

who  served  as  Commission  Clerk  during  proceedings 
MARTHA  H.  HARRIS,  Staff  Attorney,  Legislative  Drafting  Division 
BARBARA  RILEY,  Staff  Attorney,  Legislative  Research  Division 
RUTH  SAPPIE,  Fiscal  Analyst,  Fiscal  Research  Division 

The  Commission  would  especially  like  to  thank  the  following  outside  resource 
persons  for  their  special  assistance  in  helping  the  Commission  focus  on  the 
important  issues: 

The  Hon.  HELEN  A.  POWERS,  Secretary  of  Revenue,  State  of  North  Carolina 
Dr.  C.  DONALD  LINER,  Associate  Director,  Institute  of  Government, 
University  of  North  Carolina  at  Chapel  Hill 

The  Commission  staff  would  like  to  express  its  appreciation  to  Peter  Leousis  for 
his  assistance  in  editing  and  organizing  the  report  summary. 


Additional  copies  of  this  report  can  be  ordered  from: 

Legislative  Librarian 
Legislative  Office  Building 
Raleigh,  NC  27611 

(919)  733-9390 


The  Select  Legislative  Commission 
on  Tax  Fairness  was  created  by  the 
1987  General  Assembly  to  compre- 
hensively study  and  evaluate  all  the 
revenue  and  tax  laws  of  the  State 
and  any  related  questions  and  to 
recommend  any  changes  to  those 
laws  it  may  deem  desirable. 


Commission  Membership 

Senator  Marshall  Rauch 
Co-Chair 

Gastonia 

Representative  Richard  Wright 
Co-Chair 

Tabor  City 

Mr  Cy  Bahakel 

Charlotte 

Mr  Frank  Beam 

Shelby 

Representative  David  H.  Diamont 

Pilot  Mountain 

Commissioner  George  Graham 

Kinston 

Ms.  Margaret  Leinbach 

Charlotte 

Senator  Aaron  Piyler 

Monroe 

Mr  Christopher  Scott 

Raleigh 

Senator  R  P  Thomas 

Hendersonville 

Representative  Sharon  Thompson 

Durham 

Mayor  Ernest  Wilkinson 

Kenly 

Senator  Dennis  Winner 

Asheville 

Representative  Betty  H.  Wiser 

Raleigh 


Digitized  by  the  Internet  Archive 

in  2013 


http://archive.org/details/suniniaryreportsel19nort 


Contents 


Introduction  —  1 

Individual  Income  Tax  Restructuring  —  2 

Tax  Enforcement  and  Compliance  Paci<age  —  9 

Local  Government  Finance  Study  —  14 

Intangibles  Tax  Repeal  —  16 

Dependent  Care  Expenses  Credit  —  18 

Elderly  Parent  Care  Credit  —  19 

Repeal  Obsolete  Tax  Credits  —  20 

Eliminate  $300  Sales  Tax  Limit  —  21 

Retirement  Income  Exclusion  Equalization  —  22 

Food  Tax  Credit  —  25 

APPENDICES 

Appendix  1: 

N.C.  Personal  Income  Tax  Burden  for  Married  Couple  with 
Two  Dependents  —  29 

Appendix  2: 

Summary  of  Major  Personal  Income  Tax  Relief  in  1987  and  1988  —  30 

Appendix  3: 

State  Income  Tax  Thresholds  for  Families  of  Four  in  1986  and  1988  —  31 

Appendix  4: 

State  Income  Tax  for  Two-Parent  Families  with 
Wage  Income  of  $10,000  in  1986  and  1988  -  32 

Appendix  5: 

Extent  of  Conformity  of  State  Personal  Income  Tax  to 
Federal  Income  Tax  —  33 

Appendix  6: 

Change  in  North  Carolina  Tax  Burden  Under 
Legislative  Proposal  One  —  34 


Appendix  7: 

Comparison  of  Current  State  Personal  Income  Tax  Liability  and 
Liability  Under  Legislative  Proposal  One  —  35 

Appendix  8: 

State  Tax  Amnesty  Programs  —  36 

Appendix  9: 

Statewide  Taxes  on  Intangible  Personal  Property  —  37 

Appendix  10: 

N.C.  Department  of  Revenue  Cost  of  Collecting 
Major  State  and  Local  Taxes  —  38 

Appendix  11: 

Proportion  of  Total  Assets  Held  as  Shares  of 

Stock,  Bonds,  and  Other  LongTerm  Financial  Assets  —  39 

Appendix  12: 

State  Income  Tax  Incentives  for  Dependent  Care  Expenses  —  40 

Appendix  13: 

State  Sales  Tax  Rates  on  Motor  Vehicles  —  41 

Appendix  14: 

State  Income  Tax  Exclusions  for  Pensions  —  42 

Appendix  15: 

Selected  Data  on  Sources  of  Retirement  Income  —  44 

Appendix  16: 

State  Tax  Relief  for  Food  Purchases  —  45 


Inlroduclion 


The  question— why  study  tax  fairness?— is  more  than  just  rhetorical.  By  any 
yardstick,  State  and  local  taxes  represent  an  enormous  investment  of  the  public's 
resources.  In  North  Carolina,  State  and  local  taxes  total  more  than  $10  billion 
annually.  Without  tax  dollars  to  support  roads,  schools,  and  public  safety  and 
welfare,  the  State's  economy  would  soon  grind  to  a  halt. 

The  sums  needed  to  fund  State  services  today  are  staggering.  In  fiscal  year 
1989,  for  example,  more  than  $28  million  is  required  to  run  the  State  for  a  single 
day.  The  State's  annual  operating  budget  is  larger  than  the  national  budgets  of  all 
but  a  handful  of  countries. 

The  Tax  Fairness  Study  Commission  believes  the  public  will  resist  paying  taxes 
if  it  believes  that  tax  dollars  are  being  spent  unwisely.  But  when  the  public  feels  it 
is  getting  its  money's  worth,  the  issue  of  tax  fairness  becomes  paramount.  If  tax- 
payers feel  they  are  being  treated  fairly  in  comparison  to  others,  they  will  feel  more 
comfortable  paying  necessary  taxes. 

Any  serious  attempt  to  deal  with  the  question  of  tax  fairness  must  grapple 
with  the  question:  Fair  to  whom?  Fair  to  retirees  or  to  young  couples  with 
children?  Fair  to  those  living  in  poverty  or  to  those  at  the  opposite  end  of  the 
spectrum?  Fair  to  multinational  corporations  or  the  corner  grocer?  Fair  to  new 
businesses  or  to  existing  firms? 

With  limited  resources,  fairness  to  one  group  nearly  always  comes  at  the 
expense  of  others.  For  instance,  a  poor  family  might  feel  that  its  taxes  unfairly 
deprive  it  of  money  for  basic  necessities.  On  the  other  hand,  a  wealthy  taxpayer 
might  feel  that  higher  taxes  penalize  risk-taking  and  slow  economic  growth  that 
would  benefit  all  citizens. 

While  perfect  fairness  is  an  impossibility,  a  reasonable  level  can  be  assured  if, 
from  time  to  time,  like-minded  citizens  make  the  effort  to  determine  whether  taxes 
truly  reflect  the  priorities,  needs,  and  economic  realities  of  the  State.  Such  was  the 
mission  of  the  Tax  Fairness  Study  Commission. 

The  Commission,  over  a  two-year  period,  has  made  a  comprehensive  study  of 
the  fairness  of  North  Carolina's  State  and  local  taxes.  The  Commission's  efforts  to 
make  the  system  more  equitable  have  had  important  side-effects,  and  the  new 
system  proposed  by  the  Commission  would  be  more  efficient,  less  complicated, 
more  uniform,  easier  to  understand,  and  more  reflective  of  North  Carolina's 
modern  economy. 

The  Commission  recommended  twelve  legislative  proposals.  What  follows  is  a 
summary  of  the  Commission's  findings  and  recommendations.  A  longer  Final 
Report  for  submission  to  the  General  Assembly  has  been  published  separately. 


Individual 
Income  Tax 
Restructuring 


Recommendation 

The  General  Assembly  should 
revise  the  State's  personal  income 
tax  to  conform. more  closely  to  the 
federal  tax  system.  This  should  be 
done  by  adopting  the  federal 
definition  of  taxable  income  as  the 
basis  for  determining  State  income 
tax. 

To  maintain  the  independence  of 
North  Carolina's  tax  system,  the 
State  should  adopt  its  own  two- 
bracket  rate  schedule  and  adopt 
future  changes  in  the  federal  tax 
code  on  a  case-by-case  basis. 

Rationale 

Major  differences  between  Nortfi 
Carolina's  personal  income  tax  and 
tfie  federal  income  tax  make  filing 
far  more  complicated  tfian  it  needs 
to  be.  Because  Nortfi  Carolina  fias 
not  revised  its  tax  code  in  more 
than  fifty  years,  many  low-income 
residents  must  pay  State  income 
taxes— undermining  tfie  original  in- 
tent of  tfie  tax. 


History 

North  Carolina  enacted  a  limited  income  tax  in  1849.  In  1921,  the  State 
adopted  its  first  broad-based  income  tax,  based  on  model  legislation  developed 
by  the  National  Tax  Association.  Although  the  General  Assembly  modified  the 
rate  schedule  several  times  in  the  1920s  and  1930s,  by  1937  the  existing  structure, 
shown  below,  was  essentially  in  place. 


Personal  Exemptions: 

Spouse  with  larger  income 

$2,000 

Other  spouse  with  income 

1,000 

Head-of-household 

2,000 

Other 

1,000 

Dependents 

200 

Standard  Deduction: 

Ten  percent  of  adjusted  gross  income. 

up  to  a  maximum  of  $500. 

Rate  Brackets 

Net  Taxable  Income 

Tax  Rate 

(All  taxpayers; 

$         1  -    2,000 

3% 

no  joint  returns): 

2,001  -    4,000 

4 

4,001  -    6,000 

5 

6,001  -  10,000 

6 

10,000  and  above 

7 

In  1979,  the  General  Assembly  raised  the  maximum  standard  deduction  and 
personal  exemptions  by  ten  percent.  The  exemption  for  dependents  rose  from 
$300  in  1949  to  $600  in  1968,  and  to  $800  by  1979. 

The  1985  General  Assembly  approved  the  low-  and  moderate-  income  tax 
credits  shown  below: 


Net  Taxable  Income 

$         1  -    5,000 

5,001  -  10,000 

10,000-15,000 


Amount 
Of  Credit 

$25 
20 
15 


Findings 

FAIRNESS 

A  major  objective  of  the  income  tax  is  to  offset  the  regressive  impact  of  the 
sales  tax  and  excise  taxes  on  items  such  as  gasoline,  soft  drinks,  and  cigarettes. 
The  personal  income  tax  helps  achieve  that  objective  through  a  tax  schedule  in 
which  successive  increases  in  income  are  taxed  at  higher  rates.  Thus,  wealthy  tax- 
payers pay  higher  taxes  than  do  lower-income  residents,  and,  as  their  incomes  rise 
over  time,  their  share  of  the  tax  burden  increases. 

In  the  1930s,  the  General  Assembly  set  personal  exemptions,  the  standard 
deduction,  and  tax  rate  brackets  at  levels  that  ensured  that  low-  and  middle- 
income  families  would  not  have  to  pay  State  income  tax.  Indeed,  the  report  of  the 
1928  State  Tax  Commission  described  the  personal  income  tax  as  "a  class 
tax  . . .  [falling]  upon  a  relatively  small  per  cent  of  the  population." 

In  1937,  for  example,  per  capita  personal  income  in  North  Carolina  was 
$323,  but  the  ceiling  for  the  lowest  tax  bracket  was  $2,000  of  taxable  income.  By 
1987  per  capita  income  was  $13,314—41  times  greater  than  in  1937— but  the  ceil- 
ing is  still  $2,000. 

During  the  1930s,  there  was  little  need  to  adjust  tax  laws  for  inflation.  In 
fact,  during  the  Great  Depression,  wage  and  price  levels  fell  dramatically.  Late  in 
the  1960s,  however,  increases  in  wages  and  prices  began  to  accelerate  and  have  re- 
mained at  historically  high  levels.  Because  high  inflation  causes  the  income  tax 
burden  at  all  income  levels  to  increase  compared  with  taxable  income,  taxpayers 
received  sharp  increases  in  their  tax  burden  despite  little  or  no  change  in  their  stan- 
dard of  living  (see  example). 

While  taxpayers  at  all  income  levels  are  affected  by  the  "inflation  tax,"  its 
impact  is  greatest  for  taxpayers  with  incomes  below  the  highest  rate  bracket  (see 
Appendix  1). 

During  the  late  1970s,  the  federal  government  and  many  states  responded  to 
the  prospect  of  permanently  higher  inflation  by  increasing  personal  exemptions, 
standard  deductions,  and  tax  rate  brackets.  Seven  states  went  a  step  further  and 
began  indexing  income  taxes  to  inflation. 

In  1986,  Congress  enacted  the  most  comprehensive  overhaul  of  the  federal 
income  tax  since  it  was  enacted  in  1913.  The  revision  called  for  the  full  or  partial 
elimination  of  most  income  exclusions,  itemized  deductions,  and  tax  credits,  and 
linked  those  changes  to  sharply  lower  tax  rates.  Personal  exemptions  and  the 
standard  deduction  were  raised  to  levels  such  that  low-income  taxpayers  would  not 
have  to  pay  any  tax. 

More  recently,  25  of  the  40  states  levying  a  personal  income  tax  adopted 
changes  in  their  tax  codes  similar  to  recent  federal  changes  (see  Appendix  2). 
Because  North  Carolina's  schedule  has  not  been  substantially  changed  for  more 
than  50  years,  its  minimum  tax  threshold  for  a  family  of  four  with  two  incomes 
is  the  fifth  lowest  in  the  United  States  (see  Appendix  3).  As  a  result  of  its  low  tax 
threshold,  North  Carolina's  tax  burden  for  a  family  of  four  with  $10,000  of  in- 
come is  the  second  highest  in  the  United  States  (see  Appendix  4).  In  one-half  of 
the  states,  this  family  would  pay  no  income  tax. 

SIMPLICITY 

North  Carolina's  personal  income  tax  code  has  its  own  special  rules  for  iden- 
tifying sources  of  taxable  income,  expenses  that  qualify  as  itemized  deductions. 


Inflation  and  Bracket  Creep:  An  Example 

Jack  and  Doris  are  a  married  couple  who  have  minimum  wage  jobs  in  a  textile  mill  in  a  small  town  in 
North  Carolina.  The  couple  has  two  small  children. 

Jack  has  an  annual  income  of  $12,700  from  his  regular  job  and  part-time  work.  Doris  earns  $7,300  per 
year.  The  couple  rent  the  house  they  live  in. 

We  can  illustrate  the  impact  of  inflation  on  their  income  tax  by  calculating  their  1988  state  income  tax 
amount  and  then  comparing  this  figure  to  the  tax  they  would  have  paid  in  1968.  Because  inflation  has 
increased  wage  levels  between  1968  and  1988,  first  we  have  to  determine  the  1968  income  level  that  is 
comparable  to  the  1988  level  in  terms  of  spending  power.  We  can  do  this  by  using  the  Consumer  Price 
Index  computed  by  the  U.S.  Department  of  Labor.  This  index  measures  the  cost  of  a  typical  market 
"basket"  of  goods  and  services  over  time.  By  making  the  price  level  adjustment,  we  have  assured  that 
the  standard  of  living  for  Jack  and  Doris  is  the  same  for  the  1968  and  1988  tax  calculations. 

The  specifics  of  the  1968  and  1988  tax  calculations  are: 


GROSS  INCOME 
PERSONAL  EXEMPTIONS 
STANDARD  DEDUCTION 

RATE  BRACKETS  (BOTH  YEARS) 


TAX  LIABILITY 

TAX  LIABILITY  AS  A 
PERCENTAGE  OF  INCOME 


1968  1988 

$5,882  $20,000 

4,200  4,900 

588  1,100 

3»7o Up  to  $2,000 

4 2,001  -  4,000 

5 4,001  -  6,000 

6 6,001  -  10,000 

7 10,001  &  Over 

$      33  $      604 


Percent  Increase 

240.0% 
16.7 

87.1 

0.0 


.6% 


3.0% 


1,730.0% 


400.0% 


From  this  table,  we  can  see  that  even  though  Jack  and  Doris  have  the  same  standard  of  living  in  1988  as 
they  had  in  1968,  their  tax  burden  has  increased  by  400  percent.  This  increase  results  from  what  tax 
experts  call  "bracket  creep"— the  effect  of  inflation  on  moving  people  from  one  tax  bracket  to  suc- 
cessively higher  brackets.  Bracket  creep  occurs  when  the  level  of  the  personal  exemptions,  the  standard 
deduction,  and  the  rate  bracket  threshold  do  not  keep  up  with  inflation.  This  is  clearly  the  case  for 
Jack  and  Doris. 

While  bracket  creep  affects  all  taxpayers  to  some  extent,  the  most  significant  impact  occurs  at  lower 
income  levels.  (See  Appendix  1.) 


amounts  of  personal  exemptions,  and  the  amount  of  the  optional  standard  deduc- 
tion. While  some  of  the  State's  rules  are  similar  to  federal  rules,  many  are  not.  As 
a  result,  taxpayers  must  make  separate  calculations  using  different  rules  in  order 
to  file  their  federal  and  State  income  tax  returns.  This  often-confusing  situation 
complicates  tax  filing  for  taxpayers,  tax  preparers,  and  State  tax  officials  alike. 

For  example,  the  absence  of  a  provision  for  filing  a  joint  return  under  State 
law  is  a  source  of  irritation  to  many  married  couples.  While  couples  may  file  a 
combined  return  showing  tax  liabilities  for  both  spouses,  the  couple  still  has  to 
decide  how  to  assign  income  from  jointly  held  property  between  them  and  how  to 
divide  itemized  deductions.  If  one  spouse  earns  considerably  more  than  the  other 
spouse,  there  is  a  incentive  to  allocate  income  in  such  a  way  as  to  minimize  the 
couple's  total  tax  liability — regardless  of  how  the  income  and  deductions  should  be 
reported. 

The  Tax  Fairness  Study  Commission  surveyed  income  tax  laws  in  other  states 
and  found  that  34  of  the  40  states  with  personal  income  taxes  have  resolved  this 
issue  by  conforming  state  tax  laws  to  the  federal  tax  code  (see  Appendix  5).  The 
neighboring  State  of  South  Carolina  adopted  strong  conformity  rules  in  1985,  and 
the  tax  laws  of  Georgia  and  Virginia  have  been  closely  tied  to  the  federal  code  for 
more  than  a  decade. 

The  Commission  also  found  that  North  Carolina's  standard  deduction  is  so 
low  that  many  taxpayers  who  take  the  standard  deduction  on  their  federal  returns 
itemize  on  their  State  return.  This  greatly  increases  the  record-keeping  burden  for 
taxpayers  and  for  the  Department  of  Revenue. 

The  Tax  Reform  Act  of  1986  simplified  the  federal  tax  schedule  by  collapsing 
the  number  of  rate  brackets  from  15  to  two.  The  Commission  believes  that  North 
Carolina's  schedule  would  benefit  from  a  similar  reduction  in  the  number  of  rate 
brackets. 

Enforcement 

Conforming  North  Carolina's  tax  laws  to  the  federal  tax  code  would  increase 
the  effectiveness  of  the  Commission's  tax  enforcement  and  compliance  recommen- 
dations. The  Department  of  Revenue  would  find  it  easier  to  compare  State  returns 
with  copies  of  federal  returns  obtained  through  its  information-sharing  agreement 
with  the  Internal  Revenue  Service.  It  would  also  be  easier  for  the  Department  to 
provide  State  returns  to  the  IRS. 

Greater  conformity  between  North  Carolina  and  federal  tax  laws  would 
reduce  errors  on  State  returns.  For  instance,  when  South  Carolina  began  using 
the  federal  definition  of  taxable  income  in  1985,  the  error  rate  on  South 
Carolina  returns  dropped  from  20  percent  to  four  percent. 

Revenue  Neutrality 

Since  North  Carolina  has  not  been  tied  to  the  federal  tax  codes,  the  State  will 
receive  little  windfall  revenue  from  federal  tax  reform.  This  factor,  coupled  with 
the  State's  pressing  infrastructure  and  education  improvement  needs  and  federally- 
mandated  expenditures  in  the  areas  of  Medicaid  and  prisons,  means  that  any 
income-restructuring  proposal  should  not  lead  to  a  reduction  in  State  tax  revenues. 


Summary  of  Proposal 

Legislative  Proposal  One  of  the  Tax  Fairness  Study  Commission  calls  for 
restructuring  the  North  Carolina  personal  income  tax  by  using  federal  taxable 
income  as  the  basis  for  determining  State  taxable  income. 

A  handful  of  sources  of  income  taxed  by  the  State,  but  not  by  the  federal 
government,  would  be  added  to  this  amount.  Likewise,  the  proposal  would  allow 
deductions  for  the  few  sources  of  income  taxable  under  federal  rules  but  exempt  in 
North  Carolina.  This  adjusted  taxable  income  figure  would  then  be  applied  to  a 
tax  schedule  with  two  brackets  of  five  and  eight  percent.  Married  couples  would 
be  permitted  to  file  joint  returns. 

The  chart  on  the  facing  page  compares  the  current  tax  structure  with  the 
Commission's  recommendation. 

Aside  from  a  change  to  the  tax  filing  procedures,  conforming  State  tax  laws 
to  federal  laws  would  result  in  many  changes  in  the  current  list  of  tax  preferences 
used  in  North  Carolina.  Major  adjustments  include: 

•  A  large  increase  in  personal  exemptions,  with  the  greatest  impact  on  exemptions 
for  dependents  and  for  single-income  married  couples. 

•  A  large  increase  in  the  standard  deduction  which  would  reduce  the  number  of 
taxpayers  filing  itemized  returns. 

•  An  earlier  effective  date  for  the  1988  legislation  which  conformed  State  law  to 
the  treatment  of  Subchapter  S  corporations  under  the  federal  tax  code  (effective 
in  the  1991  calendar  year  for  most  taxpayers). 

•  Replacement  of  low  and  moderate  income  tax  credits  with  higher  personal 
exemptions  and  standard  deductions  (resulting  in  a  higher  tax  threshold). 

The  proposal  would  retain  some  of  the  tax  preferences  unique  to  North 
Carolina,  such  as  full  exclusion  of  retirement  benefits  for  State  and  local  govern- 
ment retirees,  the  $4,(K)0  exclusion  for  federal  civil  service  and  military  pensions, 
the  $1,500  exclusion  for  National  Guard  pay,  and  the  child-care  credit.  The 
$15,000  special  deduction  for  North  Carolina  dividends  would  be  converted  to  a 
6  percent  credit  with  a  ceiling  of  $300. 

The  legal  requirement  that  the  updating  of  State  tax  laws  to  changes  in 
federal  law  be  made  on  a  case-by-case  basis  would  be  retained.  Thus,  the  State 
would  not  delegate  its  tax-writing  authority  to  the  federal  government. 

The  recommendation  would  become  effective  beginning  with  the  1990  tax 
year. 

A  copy  of  Legislative  Proposal  One  and  a  more-detailed  explanation  may  be 
found  in  the  Final  Report  of  the  Commission. 

Fiscal  Impact 

The  Commission  Staff  analyzed  the  impact  of  the  proposal  on  a  sample  of 
different  household  income  and  family  size  situations.  The  weighting  used  in  the 
sample  was  based  on  Census  Bureau  household  survey  data  and  historical  income 
tax  collection  data  from  the  Department  of  Revenue.  The  fact  that  married 
couples  have  not  been  able  to  file  joint  returns  in  North  Carolina  meant  that  the 
Department's  numbers  required  much  adjustment. 

The  Staff's  analysis  indicates  that  the  proposal  is  approvimately  revenue- 
neutral.  As  data  becomes  available  from  a  tax  simulation  model  being  developed 


structure  off  Personal  Income  Tax 

Under  Current  Law  and  Legislative  Proposal  1 

Current  Law 

Recommendation 

BASIS 

Unique  rules  for  calculating 

Federal  taxable  income 

income  and  itemized  deductions 

EXEMPTIONS 

$1,100  for  single 

$2,000  each  for  self,  spouse,  and  dependents 

2,200  for  married  ($3,300  if  both  work) 

800  for  dependents 

STANDARD  DEDUCTION 

$550  for  each  taxpayer 

$5,000  for  joint  return/surviving  spouse 
4,400  for  head  of  household 
3,000  for  single  individual 
2,500  for  married  filing  separately 

RATES 

All  taxpayers:* 

$1  -  2,000 

.3% 

Married  filing  jointly  and  surviving  spouse: 

2,001  -  4,000 

.4% 

$1  -20,000 5% 

4,001  -  6,000 

.5% 

20,000  &  Over 8% 

6,001  -  10,000 

.6% 

Heads  of  households: 

10,000  &  Over 

.7% 

$1  -  16,000 5% 

16,001  &Over 8% 

*No  joint  returns  allowed. 

Single  individuals: 

$1  -  12,000 5% 

12,001  &Over 8% 

Married  filing  separately: 

$1  -  10,000 5% 

10,001  &  Over 8% 

TAX  THRESHOLD  (family  of  four) 

$4,350  (one  spouse  working) 

$13,000 

6,000  (both  spouses  working) 

LOW  INCOME  TAX  CREDIT 

$1  -  10,000 

.$25 

None 

10,001  -  12,500 

..20 

12,501  -  15,000 

..15 

by  the  Department  of  Revenue,  the  tax  rate- thresholds  may  require  some  fine- 
tuning  to  ensure  that  the  Commission's  revenue-neutrality  goal  is  achieved. 

The  Commission's  proposal  would  raise  the  total  of  personal  exemptions  and 
the  standard  deduction  for  typical  taxpayers  as  follows: 


Single 

Head-of-Household,  Two  Dependents 
Married,  Two  Earners,  No  Dependents 
Married,  One  Earner,  Two  Dependents 
Married,  Two  Earners,  Two  Dependents 

The  effect  on  various  taxpayers  at  different  income  levels  is  shown  in 
Appendices  6  and  7. 


Current 

Proposed 

$  2,750 

$  5,000 

4,350 

10,400 

4,400 

9,000 

4,350 

13,000 

6,000 

13,000 

Tax 

Enforcement 

and 

Compliance 

Package 


TAX  AMNESTY  PROGRAM 

History 

Appendix  8  contains  information  on  the  tax  amnesty  programs  that  have 
been  implemented  in  other  states.  In  1987,  a  bill  was  introduced  in  the  General 
Assembly  that  would  have  provided  a  two-and-one-half  month  tax  amnesty 
period.  During  this  time,  individuals  and  businesses  would  have  been  allowed  to 
pay  uncollected  sales  and  incomes  taxes  without  fear  of  criminal  prosecution. 

Findings 

The  Commission  believes  that  the  first  step  toward  improving  voluntary  tax 
compliance  is  a  tax  amnesty  program.  Amnesty  programs  encourage  people  and 
businesses  with  unpaid  taxes  to  come  forward  without  fear  of  criminal  penalties. 
As  a  result,  the  State  receives  tax  revenues  that  otherwise  would  not  have  been 
collected. 

As  of  1988,  tax  amnesty  programs  have  been  successfully  completed  in  28 
states.  The  Commission  believes  that  drawing  on  the  experiences  of  these  states  in- 
creases the  likelihood  of  success  in  North  Carolina.  For  example,  other  states  have 
found  that  the  state  tax  collection  agency  will  need  extra  resources  to  publicize  and 
administer  the  amnesty  program  for  the  program  to  reach  its  full  potential. 

States  with  successful  tax  enforcement  and  compliance  efforts  have  combined 
the  three  elements  of  an  amnesty  program,  increased  penalties,  and  enhanced  en- 
forcement resources.  The  overall  success  of  these  efforts  has  been  much  greater 
than  if  any  of  these  elements  had  been  implemented  singly. 

Summary  of  Proposal 

Legislative  Proposal  Two  calls  for  a  tax  amnesty  program  administered  by  the 
Department  of  Revenue  from  September  15  to  November  30,  1989.  People  or 
businesses  with  unreported  or  unpaid  taxes  would  be  allowed  to  pay  them  without 
criminal  penalties.  The  amnesty  program  would  include  individual  and  corporate 
income  taxes.  State  and  local  sales  taxes,  inheritance  and  gift  taxes,  intangibles 
taxes,  motor  fuel  taxes,  and  franchise  taxes. 

The  proposal  also  calls  for  a  one-time  appropriation  to  the  Department  of 
Revenue  of  $500,000  to  cover  the  Department's  cost  in  publicizing  and  administer- 
ing the  program. 

A  copy  of  Legislative  Proposal  Two  may  be  found  in  the  Final  Report  of  the 
Commission. 


Recommendation 

The  General  Assembly  should 
enact  a  comprehensive  tax 
enforcement  and  compliance 
package  that  includes  a  tax 
amnesty  program,  stiffer  penalties 
for  failing  to  pay  taxes,  and 
greater  resources  for  the  Depart- 
ment of  Revenue's  tax  enforce- 
ment and  compliance  efforts. 

Rationale 

While  the  State  collects  more  than 
95  percent  of  taxes  that  are  due 
under  a  voluntary  compliance 
system,  uncollected  taxes  are 
needed  to  help  fund  vital  public 
services  and  to  finance  federally 
mandated  spending.  In  addition, 
uncollected  taxes  reduce  the 
fairness  of  the  entire  tax  system. 


Fiscal  Impact 

With  sufficient  resources  and  publicity  and  assuming  that  other  elements  of 
the  tax  enforcement  and  compliance  package  are  approved,  the  potential  one-time 
windfall  in  State  and  local  tax  revenue  is  $15  to  20  million.  The  success  of  the  pro- 
gram would  depend  greatly  on  the  Department  of  Revenue's  efforts  to  publicize  the 
amnesty  program. 

Besides  the  revenue  windfall,  an  amnesty  program  should  result  in  higher 
revenues  in  future  years,  through  better  taxpayer  identification  and  greater  public 
awareness.  While  no  estimates  are  available,  the  Commission  believes  that  the 
benefits  will  be  substantial. 

The  one-time  cost  of  the  amnesty  program  is  $500,000. 

SUFFER  PENALTIES 
History 

Actions  of  the  1987  General  Assembly  to  stiffen  penalties  for  violating  State 
revenue  laws  are  shown  in  the  chart  on  the  facing  page. 

Findings 

Adopting  stiffer  penalties  for  tax  evasion  is  the  second  step  in  implementing  a 
comprehensive  tax  enforcement  and  compliance  package.  Publicity  about  the 
package  should  emphasize  that  tax  amnesty  will  allow  taxpayers  to  pay  unreported 
or  unpaid  taxes  before  stiffer  penalties  take  effect. 

The  1987  legislation  increasing  penalties  for  tax  evasion  was  a  major  step  for- 
ward. The  Commission  believes,  however,  that  these  penalties  still  do  not  provide  a 
sufficient  incentive  to  encourage  tax  law  compliance. 

Summary  of  Proposal 

Legislative  Proposal  Two  calls  for  adopting  the  penalties  originally  proposed 
in  the  1987  bill.  These  penalties  would  cover  violations  that  occur  after 
November  30,  1989.  The  specifics  of  this  proposal  may  be  found  in  the  Final 
Report. 

Fiscal  Impact 

Stiffer  penalties  should  result  in  higher  revenues  through  specific  actions  of 
the  Department  of  Revenue  and  from  improved  voluntary  compliance.  While  it  is 
hard  to  predict  the  exact  amount  of  the  increase,  the  fact  remains  that  each  year 
more  than  $300  million  in  State  and  local  taxes  go  uncollected. 

The  Commission  concluded  that  improvements  in  voluntary  compliance  are 
much  more  important  to  future  compliance  and  the  fairness  of  the  tax  system  than 
the  prosecution  of  current  tax  violators.  Stiffer  penalties  would  also  encourage  the 
Department  of  Revenue  to  enforce  the  tax  laws  more  rigorously. 
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Legislative 

Actions  to  Stiffen  Penalties  for 

Tax  Law  Violations 

Violation 

Previous  Law 

Original  Bill 

Final  Version 

Attempt  to  evade  or 

Misdemeanor: 

$400  or  more: 

Misdemeanor 

defeat  tax 

$1000  or  six  months 
imprisonment  or  both 

Class  1  felony 

Less  than  $400: 
Misdemeanor 

Willful  failure  to 

Misdemeanor: 

$400  or  more: 

Misdemeanor: 

collect,  withhold,  or 

$500  or  six  months 

Class  1  felony 

$1000  or  two  year 

to  pay 

imprisonment  or  both 

Less  than  $400: 
Misdemeanor 

imprisonment  or  both 

Willful  failure  to 

Misdemeanor: 

Misdemeanor 

Misdemeanor 

file  return,  supply 

$200  or  30  days 

information  or  pay  tax             imprisonment  or  both 

Willful  aiding  or 

None 

Class  J  felony 

Misdemeanor 

assisting  in  filing 

fraudulent  return  or 

document 

ADDITIONAL  ENFORCEMENT  AND 
COMPLIANCE  RESOURCES 

History 

For  several  years  prior  to  the  1987  Session  of  the  General  Assembly,  the 
Department  of  Revenue  had  routinely  requested  more  resources.  State  budget  cut- 
backs, however,  have  reduced  the  Department's  staff  by  about  two  percent.  These 
cutbacks  came  at  a  time  when  the  number  of  returns  being  processed  by  the 
Department  was  increasing,  and  the  Department  was  forced  to  use  enforcement 
and  compliance  staff  on  routine  processing  and  clerical  work. 

The  1987  General  Assembly  restored  the  Department's  staffing  to  the  level 
before  its  budget  cuts  through  increased  funding  for  multi-state  business  audits, 
field  service  support,  individual  income  tax  support,  and  departmental  automation. 

In  1988,  the  Secretary  of  Revenue  submitted  the  Department's  expansion 
budget  request  to  the  Governor.  This  request  contained  several  provisions  that 
should  improve  the  Department's  tax  enforcement  and  compliance  efforts. 

Findings 

Although  action  by  the  1987  General  Assembly  should  free  up  staff  for  tax 
enforcement  and  compliance  activities,  growth  in  the  number  of  tax  returns  filed 
each  year  has  diminished  the  Department's  capacity  to  enforce  State  tax  laws 
through  audits  and  other  means. 

A  tax  amnesty  program  and  stiffer  penalties  will  not  be  as  successful  without 
additional  funding  for  the  Department  of  Revenue.  Many  taxpayers  know  that  few 
State  tax  returns  are  audited  each  year,  and  the  absence  of  adequate  follow-up  by 
State  tax  collectors  will  undermine  the  effectiveness  of  the  amnesty  program  and 
stiffer  penalties. 

The  Department  of  Revenue's  expansion  budget  request  for  the  1989-91  bi- 
ennium  includes  several  items  that  would  greatly  improve  tax  enforcement  and 
compliance.  Since  few  resources  are  currently  being  used  for  enforcement  and  com- 
pliance, the  return  on  the  State's  investment  would  be  substantial.  The  experience 
of  other  states  and  the  federal  government  indicate  that  each  additional  dollar  to 
modernize  enforcement  and  compliance  efforts  will  result  in  $6  to  $24  of  new 
revenue  in  one  or  two  years. 

The  Commission  fully  expects  this  package  to  improve  voluntary  compliance 
over  time  by  increasing  public  awareness  of  taxes  that  are  owed  and  by  making  the 
entire  State  and  local  tax  system  more  equitable. 

Additional  resources  also  should  improve  the  Department's  ability  to  cross- 
reference  federal  and  State  tax  returns  and  other  data  that  could  be  used  to  deter- 
mine whether  a  return  had  been  filed  and  whether  the  amount  paid  is  reasonable. 
This  approach  should  result  in  higher  collections  for  a  relatively  small  increase  in 
spending.  Often  data  is  available,  but  the  Department  lacks  the  ability  to  process  it. 

Although  the  Commission  did  not  include  all  of  the  Department's  expansion 
budget  requests  in  its  recommendations,  that  does  not  mean  that  those  requests  are 
unwarranted.  Instead,  the  Commission  has  confined  its  review  to  items  that  relate 
directly  to  improving  tax  enforcement  and  compliance. 
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Summary  of  Proposal 

Legislative  Proposal  Three  calls  for  the  funding  of  the  following  items  in  the 
Department  of  Revenue's  expansion  budget  request: 


Amount  Requested 


Description 

1989-90 

1990-91 

Additional  Field  Auditors  and 

$    499,106 

$    297,545 

Support  Personnel 

Additional  Sales  Tax  Audit  and 

132,669 

146,827 

Compliance  Personnel 

Additional  Remittance 

396,963 

464,260 

Processing  Personnel 

Additional  Clerical  Personnel 

46,369 

122,939 

To  Free  Up  Audit  Personnel 

Upgrade  Data  Processing 

3,720,236 

3,047,331 

Equipment  To  Enhance 
Information  Processing 

Additional  Remittance  and 
Processing  Equipment 


508,614 


76,003 


A  copy  of  Legislative  Proposal  Three  may  be  found  in  the  Final  Report  of  the 
Commission. 

Fiscal  Impact 

The  additional  General  Fund  expenditure  required  by  the  proposal  is  $5.3 
million  in  1989-90  and  $4.2  million  in  1990-91.  The  Commission  believes  that 
funding  these  requests  will  substantially  increase  State  and  local  tax  revenues. 
Other  studies  indicate  a  benefit  to  cost  ratio  of  at  least  6  to  1.  For  some  enforce- 
ment activities,  the  return  should  be  even  greater. 
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Local 

Government 
Finance 
Study 


Recommendation 

The  General  Assembly  should 
create  a  special  legislative  study 
commission  to  conduct  a  com- 
prehensive review/  of  the  current 
condition  of  the  fiscal  partnership 
between  State  and  local  govern- 
ments in  North  Carolina. 

Rationale 

There  is  a  close  tie  between  State 
policy  changes  and  the  ability  of 
local  governments  to  provide  ser- 
vices mandated  by  the  federal 
government  and  by  the  State.  The 
current  division  of  funding  respon- 
sibilities and  revenue  sources  was 
established  more  than  50  years 
ago.  Since  then,  much  has  hap- 
pened to  warrant  an  in-depth  look 
at  that  relationship. 


History 

From  1921  to  1933,  North  Carolina  completed  a  major  overhaul  of  State  and 
local  fiscal  and  functional  responsibilities  for  non-federal  services.  At  the  same 
time,  North  Carolina  was  among  the  first  states  to  modernize  its  State  and  local 
finance  system. 

With  one  exception,  all  of  the  tax  study  commission  activity  over  the  past 
55  years  has  focused  on  the  State  tax  system  or  certain  aspects  of  local  finances, 
such  as  property  taxes,  school  finance,  and  intangibles  tax.  The  most  significant 
changes  in  the  local  taxing  structure,  namely  the  local  option  sales  taxes  and  oc- 
cupancy taxes,  did  not  result  from  specific  studies,  but  rather  were  enacted  in 
response  to  immediate  problems. 

Findings 

In  recent  years,  several  events  have  made  a  review  of  the  current  division  of 
responsibilities  even  more  essential.  These  include: 

•  The  elimination  of  the  federal  revenue-sharing  program, 

•  The  passage  of  new  federal  mandates  expanding  Medicaid  programs, 

•  The  elimination  of  parts  of  the  local  property  tax  base,  with  reimbursements 
from  the  State, 

•  The  onset  of  greater  taxpayer  dissatisfaction  with  the  property  tax, 

•  The  increasing  need  for  public  schools  as  the  Basic  Education  Program  is 
implemented,  and 

•  The  decline  in  the  federal  share  of  water  and  sewer  financing. 

Changes  in  State  and  local  finance  during  the  1920s  and  1930s  led  highly 
centralized  decision-making.  In  North  Carolina,  the  State  provides  or  funds  many 
public  services  that,  in  other  states,  are  the  responsibility  of  county  and  municipal 
governments.  In  addition,  local  governments  in  North  Carolina  must  seek  State 
approval  for  new  sources  of  local  revenue. 

The  Commission  believes  the  time  is  right  for  a  special  legislative  study  com- 
mission to  conduct  a  comprehensive  review  of  State  and  local  finance  and  funding 
responsibilities.  Such  a  commission  should  also  address  the  adequacy  of  local 
sources  of  funding. 

Local  governments  need  to  have  timely  access  to  State  tax  and  budgetary  in- 
formation on  matters  that  affect  them.  The  special  commission  also  should  deter- 
mine whether  a  permanent  State/local  finance  advisory  commission,  similar  to 
commissions  in  other  states,  is  needed  in  North  Carolina. 
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Summary  of  Proposal 

Legislative  Proposal  Four  would  establish  a  special  local  government  finance 
study  commission  and  set  forth  its  goals  and  duties. 

The  study  commission  would  consist  of  14  members,  including  legislators  and 
public  members,  appointed  by  the  President  of  the  Senate  and  the  Speaker  of  the 
House  of  Representatives. 

The  commission  would  report  to  the  1991  Session  of  the  General  Assembly, 
and  to  support  its  work,  the  Commission  recommends  that  $50,000  be  ap- 
propriated for  fiscal  year  1989-90  and  $25,000  for  fiscal  year  1990-91. 

The  Commission's  proposal  directs  the  special  study  commission  to: 

•  Review  State  and  local  functional  and  funding  responsibilities, 

•  Review  sources  of  revenue  for  local  governments  in  North  Carolina, 

•  Study  the  mechanisms  by  which  local  governments  must  depend  on  State  ap- 
proval for  changes  in  local  revenue  sources, 

•  Assess  the  impact  of  federal  legislation  since  1981  and  proposed  federal  legisla- 
tion on  the  fiscal  outlook  for  State  and  local  government, 

•  Review  the  mechanisms  used  to  distribute  State  aid  to  local  governments,  in- 
cluding reimbursements  for  changes  in  local  taxes, 

•  Review  the  relationship  between  State  and  local  budgetary  cycles, 

•  Review  the  process  by  which  the  impact  of  State  policy  on  local  governments  is 
presented  during  the  State  budgetary  process,  and 

•  Assess  the  merits  of  establishing  a  permanent  advisory  commission  composed  of 
State  and  local  officials  and  private  citizens  that  would  regularly  review  State  and 
local  fiscal  relationships. 

A  copy  of  Legislative  Proposal  Four  may  be  found  in  the  Final  Report  of  the 
Commission. 

Fiscal  Impact 

The  recommendation  calls  for  spending  $75,000  in  State  funds  over  two  years 
for  the  special  study. 
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Intangibles 

Tax 

Repeal 


Recommendation 

The  remaining  portion  of  the  tax 
on  intangible  property  should  be 
repealed  and  the  State  should 
fully  reimburse  local  units  for  the 
resulting  revenue  loss.  Funding 
for  the  reimbursement  should 
come  from  taxpayers  who  will 
benefit  the  most  from  repeal  of 
the  intangibles  tax. 

Rationale 

The  intangibles  tax,  as  a  source  of 
revenue  for  local  governments, 
fails  ttie  tests  of  fairness,  efficien- 
cy, and  responsiveness.  Ttie  tax  is 
widely  seen  as  undermining  the 
State's  efforts  to  attract  venture 
capital  and  to  enhance  its  image 
as  a  retirement  haven. 


History 

Property  taxes  were  the  first  State  and  local  taxes  levied  in  North  Carolina.  As 
the  State  began  the  transition  from  a  rural,  agrarian  economy  to  an  industrial 
economy  during  the  ISOOs,  intangible  personal  property  was  added  to  the  tax  rolls 
to  more  fairly  distribute  the  tax  burden.  Equity  and  uniformity  were  often  not 
achieved,  however,  due  to  the  difficulty  of  administering  the  tax  and  the  ease  with 
which  intangible  property  could  be  concealed. 

During  the  1930s,  many  states  attempted  to  solve  enforcement  problems  by 
exempting  intangibles  from  the  regular  property  tax  in  lieu  of  a  statewide 
intangibles  tax  collected  by  the  state  and  distributed  to  local  governments.  Over  the 
next  three  decades,  all  but  a  handful  of  states  concluded  that  the  tax  was  an  out- 
dated and  unfair  way  to  raise  revenue.  The  tax  was  repealed  and  local  governments 
were  provided  with  other  sources  of  revenue. 

During  the  last  two  decades  over  40  separate  proposals  have  been  recom- 
mended to  eliminate  part  or  all  of  the  intangibles  tax.  Many  of  these  recommenda- 
tions have  been  introduced  in  the  General  Assembly  and  discussed.  However, 
relatively  few  changes  have  been  made  and  those  have  been  minor.  In  1979,  for 
example,  the  taxable  threshold  for  money  on  deposit  was  increased  from  $300  to 
$1,000,  and  in  1980,  the  threshold  for  stocks,  bonds,  and  accounts  receivable  was 
increased  from  $2,000  to  $6,000.  In  1985,  the  General  Assembly  eliminated  the  tax 
on  money  on  deposit,  cash  on  hand,  and  certain  accounts  receivable. 

Findings 

North  Carolina  is  one  of  only  eight  states  that  still  collect  an  intangibles  tax 
(see  Appendbc  9).  The  Tax  Fairness  Study  Commission  believes  that  the  intangibles 
tax  contributes  to  a  negative  image  of  the  State  among  businesses  and  retirees.  This 
finding  is  underscored  by  recent  studies  finding  a  shortage  of  venture  capital  in 
North  Carolina. 

The  Commission  believes  that  State  and  local  governments  are  losing  income, 
sales,  and  property  tax  revenue  from  retirees  and  new  businesses  and  their  top 
managers  who  decide  not  to  move  to  North  Carolina  because  of  the  intangibles 
tax. 

The  intangibles  tax  fails  the  test  of  fairness  because  it  taxes  investors  in  bonds 
and  corporate  stock  but  not  those  who  invest  in  certificates  of  deposit  or  stock  of 
North  Carolina  corporations. 

Because  the  intangibles  tax  applies  to  assets  representing  a  claim  against  real 
or  personal  property  already  subject  to  the  regular  property  tax,  some  double  tax- 
ation occurs.  Furthermore,  the  relatively  high  tax  rates  on  returns  fiom  intangibles 
property— dividends,  interest,  or  capital  gains— under  the  North  Carolina  personal 
income  tax  decreases  the  need  for  a  separate  tax  on  the  assets. 
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The  intangibles  tax  is  not  an  efficient  tax.  Collection  costs  take  as  much  as 
2.4  percent  of  revenues  collected,  much  higher  than  the  percentage  of  other  taxes 
(see  Appendix  10).  For  some  taxpayers,  it  costs  more  to  have  returns  prepared  than 
is  actually  paid  in  taxes. 

Cutbacks  in  federal  aid  to  local  government  make  it  imperative  to  couple  any 
cut  in  intangibles  taxes  with  a  full  State  reimbursement.  State  needs  in  financing 
school  reforms,  complying  with  federal  Medicaid  mandates,  and  alleviating  over- 
crowding in  prisons  means  that  money  for  the  reimbursement  will  have  to  come 
from  an  increase  in  State  revenues. 

State  revenues  to  reimburse  local  governments  should  come  from  taxpayers 
who  benefit  most  from  the  elimination  of  the  intangibles  tax.  In  this  case,  a 
revenue  target  for  each  taxpayer  category  should  be  established  corresponding  to  its 
share  of  the  intangibles  tax  collected.  Taxpayers  who  benefit  within  each  category 
should  provide  the  bulk  of  the  replacement  funds. 

Summary  of  Proposal 

Legislative  Proposal  Five  would  eliminate  the  remaining  portion  of  the 
intangibles  tax— stocks,  bonds  and  other  evidence  of  debt,  and  certain  accounts 
receivable— effective  January  1,  1990.  The  bill  calls  for  a  State  reimbursement  to 
counties  and  municipalities  for  the  full  amount  of  revenue  losses.  The  reimburse- 
ment would  be  based  on  the  amount  of  tax  distributed  in  the  last  year  of  the  tax, 
indexed  annually  for  State  personal  income  growth.  The  reimbursement  would  be 
funded  by  a  corporate  income  tax  surtax  of  3.5  percent  on  each  company's  current 
tax  and  by  adding  the  two  rate  brackets  shown  below  to  the  current  personal 
income  tax: 


Net  Taxable  Income 

Tax  Rate 

$10,001  -  30,000 

7.0% 

30,001  -  60,000 

7.5 

60,001  &  Over 

8.0 

A  copy  of  Legislative  Proposal  Five  may  be  found  in  the  Final  Report  of  the 
Commission. 

Fiscal  Impact 

Eliminating  the  intangibles  tax  completely  would  reduce  tax  revenue  by  an 
estimated  $80  million.  Currently,  individuals  pay  roughly  two-thirds  of  the 
intangibles  taxes  and  corporations  pay  about  one-third. 

Tying  reimbursement  of  the  tax  to  classes  of  taxpayers  benefitting  from  its 
repeal  would  require  $54  million  of  new  revenue  from  personal  income  tax  returns 
and  $26  million  from  corporate  returns.  Based  on  the  forecast  of  corporate  tax 
collections,  this  would  require  a  3.5  percent  surtax.  Adopting  higher  personal 
income  tax  brackets  corresponds  to  the  concentration  of  intangible  wealth  in  the 
hands  of  high  income  taxpayers  (see  Appendix  11). 
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Dependent 
Care 

Expenses 
Credit 


Recommendation 

The  State  personal  income  tax 
credit  for  child  and  dependent 
care  expenses  should  be  raised 
from  seven  percent  to  ten 
percent. 

Rationale 

Single-parent  families  and  families 
in  which  both  parents  work  are  in- 
creasingly burdened  by  the  high 
cost  of  providing  day  care  for  their 
children.  The  State  has  an  eco- 
nomic and  social  interest  in  mak- 
ing child  care  more  affordable. 


History 

The  first  federal  relief  for  child  and  dependent  care  expenses  was  enacted  in 
1954  as  a  tax  deduction.  In  1976,  the  deduction  was  changed  to  a  tax  credit. 
Currently,  the  federal  tax  credit  is  20  to  30  percent— depending  on  family 
income— of  $2,400  of  annual  expenses  for  one  dependent  and  $4,800  for  two  or 
more  dependents. 

In  1975,  the  North  Carolina  General  Assembly  enacted  the  State's  first  child 
and  dependent  care  deduction  using  the  federal  eligibility  rules.  Today,  the  State 
allows  a  tax  credit  of  seven  percent  of  the  expenses  allowed  on  the  federal  return. 

Findings 

Many  North  Carolina  communities  have  a  shortage  of  child  care  providers, 
and  the  cost  of  child  care  has  risen  sharply,  in  many  cases  exceeding  the  tax  credit 
expense  ceiling.  Most  states  have  responded  to  the  need  for  adequate  and  affor- 
dable child  care  by  giving  substantial  income  tax  relief  to  families  with  those 
expenses  (see  Appendix  12). 

North  Carolina  has  one  of  the  highest  percentages  of  two-  income  families  in 
the  United  States,  and  adequate  child  care  is  essential  to  raising  the  standard  of  liv- 
ing of  all  North  Carolinians. 

Another  aspect  of  dependent  care  is  the  aging  of  the  State's  population.  As 
the  median  age  continues  to  climb,  the  cost  of  caring  for  elderly  dependents  is  in- 
creasing. The  State  can  help  ease  the  burden  on  taxpayers  with  elderly  dependents 
through  tax  breaks  similar  to  those  for  dependent  child  care. 

Summary  of  Proposal 

Legislative  Proposal  Six  would  increase  the  tax  credit  for  dependent  care 
from  seven  percent  to  ten  percent,  effective  January  1,  1989.  A  copy  of  the  pro- 
posal may  be  found  in  the  Final  Report  of  the  Commission. 

Fiscal  Impact 

The  Commission's  recommendation  would  reduce  tax  revenue  by  $12  million 
for  fiscal  year  1989-90. 

Families  whose  dependent  care  expenses  meet  or  exceed  the  expense  ceiling 
would  receive  tax  relief  of  $72  for  one  dependent  and  $144  for  two  or  more 
dependents. 
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History 

Since  1975,  North  Carolina  has  given  tax  relief  to  working  parents  who  pay 
outside  providers  to  care  for  a  dependent  child  or  elderly  parent.  The  law  allows  a 
seven  percent  tax  credit  for  up  to  $2,400  of  expenses  for  one  dependent  and  $4,800 
for  two  or  more  dependents. 

Since  1984,  taxpayers  have  also  been  able  to  deduct  up  to  $3,000  of  expenses 
for  maintaining  a  parent  or  the  parent  of  a  spouse  at  home,  if  the  parent  is  65 
years  of  age  or  older  and  has  an  annual  disposable  income  of  less  than  $9,000. 

Findings 

Caring  for  one  or  more  dependents,  a  disabled  spouse,  or  an  elderly  parent 
poses  a  serious  financial  burden  on  many  families.  Currently,  only  single-parent 
families,  families  in  which  the  husband  and  wife  both  work,  and  families  paying 
outside  providers  to  care  for  an  elderly  parent  benefit  from  tax  relief.  The  Commis- 
sion believes  that  families  in  which  one  spouse  remains  at  home  to  care  for  an 
elderly  parent  should  be  afforded  similar  relief. 

Nursing  home  care  represents  a  tremendous  financial  strain  on  families  and 
State  and  local  governments.  The  Commission  believes  that  tax  relief  for  families 
caring  for  elderly  parents  at  home  would  be  a  worthwhile  investment. 

Summary  of  Proposal 

Legislative  Proposal  Seven  would  authorize  a  $300  credit  for  taxpayers  whose 
spouse  is  not  employed  and  cares  for  the  parent  of  the  taxpayer  or  the  parent  of 
the  spouse  living  in  the  household.  To  be  eligible  for  the  credit,  the  taxpayer's 
parent  would  have  to  be  65  or  older  and  eligible  for  nursing  home  care. 

The  tax  credit  would  take  effect  in  1989.  A  copy  of  the  proposal  may  be 
found  in  the  Final  Report  of  the  Commission. 

Fiscal  Impact 

The  proposal  would  reduce  revenues  by  an  estimated  $2  million  in  fiscal  year 
1989-90. 


Elderly 
Parent  Care 
Credit 


Recommendation 

Families  in  which  an  adult  stays 
home  to  care  for  an  elderly  parent 
who  otherwise  would  be  confined 
to  a  nursing  home  should  be  eligi- 
ble for  a  State  income  tax  credit. 

Rationale 

Existing  State  law  provides  tax 
relief  for  families  tfiat  pay  outside 
providers  to  care  for  ttieir  depen- 
dents or  elderly  parents,  but  no 
tax  relief  for  families  in  wtiicfi  a 
spouse  remains  at  fiome  to  care 
for  an  elderly  parent. 
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Repeal 
Obsolete 
Tax  Credits 


Recommendation 

The  General  Assembly  should 
repeal  obsolete  corporate  fran- 
chise and  corporate  income  tax 
credits. 

Rationale 

The  Commission's  review  of  State 
tax  preferences  found  several  cor- 
porate income  tax  credits  and  two 
corporate  franctiise  tax  exemp- 
tions ttiat  tiave  eittier  fallen  into 
disuse  or  no  longer  apply. 


History 

During  the  early  1980s,  the  General  Assembly  enacted  several  tax  relief 
measures  to  encourage  the  development  of  non-traditional  energy  sources  and  the 
conservation  of  existing  sources. 

Findings 

In  the  late  1970s  and  early  1980s,  the  federal  government  and  many  states 
adopted  energy  tax  credits  in  response  to  concerns  about  limited  supplies  of  fossil 
fuels  and  the  nation's  dependency  on  foreign  oil.  More  recently,  however,  the 
outlook  for  energy  prices  and  supplies  has  improved  greatly.  Consumers  and 
businesses  alike  have  made  conservation  a  way  of  life,  and  the  Congress  and  many 
states  have  eliminated  conservation  incentives. 

In  addition,  the  tax  credits  have  done  little  to  stimulate  the  development  of 
non-traditional  energy  sources.  Instead,  energy  price  levels  and  borrowing  costs 
seem  to  have  had  far  greater  impact  on  their  development. 

Summary  of  Proposal 

Legislative  Proposal  Eight  would  repeal  one  corporate  tax  exemption  that  no 
longer  is  in  use  and  one  that  no  longer  applies.  Legislative  Proposal  Nine  would 
repeal  the  following  obsolete  tax  credits: 


Type  of  Credit 

Construction  of  Peat  Facilities 

Construction  of  Photovoltaic 
Equipment  Facilities 

Construction  of  Olivine  Brick  Facilities 
Construction  of  Methane  Gas  Facilities 

Installation  of  Wind  Energy  Devices 
Allow  Gleaning  of  Crops 


Credit  Percentage 

20%  of  costs 

20%  of  costs 


20"7o  of  costs 

10%  of  costs  up  to 
$2,500  for  each  facility 

10%  of  costs  up  to 
$1,000  for  each  installation 

10%  of  market  price 


The  recommendations  would  take  effect  in  1989.  Copies  of  Legislative 
Proposals  Eight  and  Nine  may  be  found  in  the  Final  Report  of  the  Commission. 

Fiscal  Impact 

Repealing  these  tax  credits  and  exemptions  would  have  little,  if  any,  effect  on 
State  tax  revenues. 
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Eliminate 
$300 
Sales  Tax 
Limit 


History 


A  history  of  tax  rates,  tax  limits,  and  price  thresholds  on  the  sale  of  motor 
vehicles  is  shown  below: 


Year 

Tax  Rate 

Tax  Limit 

Threshold 

1933 

3.0% 

$  10* 

$      333 

1937 

3.0 

15* 

500 

1955 

1.0 

80 

8,000 

1961 

1.5 

120 

8,000 

1969 

2.0 

120 

6,000 

1983 

2.0** 

300 

15,000 

*Applied  to  any  item  subject  to  sales  tax. 

**ln  1983,  the  State  began  collecting  tax  on  sales  of  used  cars  and  the  tax  on  trade-ins 
was  computed  on  net  trade  difference  rather  than  gross  price. 

Findings 

The  Commission  found  that  limiting  the  amount  of  sales  tax  that  can  be 
collected  to  $300  means,  for  example,  that  a  car  purchased  at  $50,000  is  taxed  at 
a  lower  rate  than  a  car  that  only  costs  $15,000.  While  both  purchasers  would  pay 
the  same  tax,  $300  is  2.0  percent  of  $15,000,  but  only  0.6  percent  of  $50,000.  As 
income  rises  people  are  more  likely  to  buy  cars  or  boats  or  planes  costing  more 
than  $15,000.  Thus,  the  $300  limit  on  sales  tax  tends  to  favor  more  affluent  tax- 
payers and  make  what  is  already  a  regressive  tax  even  more  regressive. 

Only  one  other  state— South  Carolina— has  a  sales  tax  limit.  Only  eight 
other  states  tax  sales  of  motor  vehicles  at  a  reduced  rate  (see  Appendix  13). 

Finally,  the  $300  limit  tends  to  slow  the  growth  of  sales  tax  revenue  as,  over 
time,  more  and  more  sales  exceed  $15,000.  In  1988,  for  example,  the  average  retail 
price  of  a  car  exceeded  $13,000. 

Summary  of  Recommendation 

Legislative  Proposal  Ten  would  eliminate  the  $300  limit  on  sales  tax  for  motor 
vehicles,  boats,  aircraft,  and  railway  locomotives.  The  change  would  apply  to  sales 
occurring  on  or  after  June  30,  1989. 

A  copy  of  Legislative  Proposal  Ten  may  be  found  in  the  Final  Report  of  the 
Commission. 

Fiscal  Impact 

Enacting  this  proposal  would  increase  State  tax  revenues  in  fiscal  year  1989-90 
by  $28  million. 


Recommendation 

The  General  Assembly  should 
eliminate  the  $300  sales  tax 
iimit-and  the  effective  $15,000 
taxable  sales  tax  threshold— on 
sales  of  motor  vehicles,  boats, 
aircraft,  and  railway  locomotives. 

Rationale 

The  sales  tax  limit  of  $300 
discriminates  in  favor  of  indivi- 
duals who  can  afford  to  purchase 
motor  vehicles  and  recreational 
boats  and  airplanes  costing  more 
than  $15,000. 
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Retirement 
Income 
Exclusion 
Equalization 


Recommendation 

State  income  tax  exclusions  for 
different  classes  of  retirees  should 
be  consolidated  into  a  single 
exclusion  and  applied  uniformly  to 
all  retirees.  The  new  exclusion 
should  be  phased  out  for  high- 
income  retirees. 

Rationale 

The  existing  law  allows  some 
retirees  a  full  income  tax  exclu- 
sion for  retirement  pay.  but  no  ex- 
clusion for  other  retirees.  This 
discrimination  is  not  based  on 
ability  to  pay  or  any  other  stan- 
dard of  fairness. 


History 

In  1941,  the  General  Assembly  granted  public  school  teachers  and  State 
employees  a  full  State  and  local  tax  exemption  for  retirement  benefits.  As  other 
State  and  local  retirement  plans  were  adopted,  similar  exemptions  were  applied  to 
them  as  well. 

The  1967  General  Assembly  adopted  a  $1,200  federal  civil  service  retirement 
exclusion.  The  amount  was  raised  to  $3,000  in  1969  and  to  $4,000  in  1988. 

Similarly,  the  General  Assembly  in  1971  granted  a  $1,250  exclusion  for  military 
retirement  pay.  This  was  later  increased  to  $3,000  in  1973  and  to  $4,000  in  1988. 

Findings 

UNIFORMITY 

Although  federal  civil  service  and  military  retirees  have  had  a  partial  exclusion 
on  retirement  pay  since  the  early  1970s,  retirees  from  private  industry  have  not. 
Their  benefits  have  been  taxed  based  on  federal  tax  laws  applying  to  all  classes  of 
retirement  pay.  Under  the  new  federal  rules,  retirees  must  pay  income  tax  on  pen- 
sion benefits  tied  to  the  employer's  contributions. 

For  several  years,  the  General  Assembly  has  considered  proposals  to  make  the 
North  Carolina  system  for  taxing  retirement  benefits  fairer.  Legislators  have  been 
divided  over  the  need  to  increase  the  exclusion  for  federal  retirees  and  to  grant 
relief  to  private  sector  retirees  for  the  first  time.  Generally,  the  sentiment  has  been 
to  take  no  action  until  the  merits  of  a  uniform  exclusion  for  all  retirees  were 
studied. 

The  Commission  believes  there  should  be  a  uniform  rule  for  taxing  retirement 
benefits  that  treats  all  categories  of  retirees  equally.  The  federal  tax  system  achieves 
uniformity  by  allowing  no  special  exclusions. 

Eliminating  all  retirement  exclusions  to  achieve  uniformity,  however,  could  be 
viewed  as  a  retreat  from  the  General  Assembly's  commitment  to  groups  that  now 
have  full  or  partial  exclusions.  Another  approach  might  be  to  give  all  retirees  the 
same  lull  exclusion  that  State  and  local  retirees  now  have.  The  resulting  loss  of 
revenue,  however,  would  severely  diminish  the  State's  ability  to  comply  with  federal 
mandates  and  to  meet  existing  legislative  commitments. 

Instead,  the  Commission  favors  a  partial  exclusion  for  all  categories  of 
retirees.  This  approach  is  used  by  to  many  other  states  (see  Appendix  14). 

FAIRNKSS 

The  Commission  also  found  that  the  annual  retirement  benefits  of  some 
federal  and  State  retirees  exceed  $70,000,  far  above  the  total  income  of  most 
retirees.  The  Commission  concluded  that  the  exclusion  should  be  reduced  as  retire- 
ment income  increases,  and  that  above  a  specified  income  level  no  exclusion  should 
be  allowed. 
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The  Commission  also  believes  that  the  exclusion  should  be  targeted  at  an 
amount  needed  to  provide  an  acceptable  standard  of  living  for  retirees  who  rely  ex- 
clusively on  their  pension  for  income.  As  a  practical  matter,  over  75  percent  of  all 
pensioners  receive  Social  Security  benefits  and  many  have  other  sources  of  income 
(see  Appendix  15). 

Under  federal  law  and  tax  laws  in  many  states,  the  level  of  tax  relief  provided 
depends  on  the  taxpayer's  total  income.  Thus,  as  income  rises,  the  amount  of  the 
relief  falls  until  it  reaches  a  point  at  which  it  no  longer  applies.  Examples  of  this 
approach  include  the  federal  tax  credit  for  the  elderly  and  food  tax  credits  in  other 
states.  Phasing-out  the  exclusion  as  income  rises  would  ensure  that  relief  benefits 
the  most  needy  retirees. 

ECONOMIC  GROWTH 

Increasing  the  exclusion  for  retired  federal  civil  service  and  military  employees 
and  granting  new  relief  to  private  sector  retirees  should  enhance  the  State's  image 
as  a  retirement  haven  and  spur  the  State's  economic,  cultural,  and  intellectual 
growth. 

Summary  of  Proposal 

Legislative  Proposal  Eleven  would  establish  the  following  retirement  pay  exclu- 
sions under  the  State  personal  income  tax: 

Amount  of  Exclusion 

Retirement  Pay  Percentage 

First  $6,000  100% 

Next  $1,500  75 

Next  $1,500  50 
Above  $9,000  0 

Under  this  schedule,  the  maximum  amount  of  retirement  income  that 
could  be  excluded  is  $7,875,  and  no  income  above  $9,000  could  be  excluded. 

The  exclusion  would  apply  only  to  retirees  whose  income  from  all 
sources— or  "modified  adjusted  gross  income"— did  not  exceed  $30,000  for 
single  or  married  retirees.  Those  whose  modified  adjusted  gross  income  was  less 
than  $15,000  would  use  the  schedule  above.  Retirees  whose  income  fell  between 
$15,000  and  $30,000  would  reduce  the  amount  of  their  excluded  income  as 
follows: 

Modified  Percentage  by  Which 

Adjusted  Exclusion  Determined  by  Schedule 

Gross  Income  Is  Reduced 

$15,001-20,000  25% 

$20,001  -  25,000  50 

$25,001  -  30,000  75 

$30,001  &  Over  100 

This  recommendation  would  take  effect  January  1,  1990. 
A  copy  of  Legislative  Proposal  Eleven  may  be  found  in  the  Final  Report  of 
the  Commission. 
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Fiscal  Impact 

The  estimated  number  of  people  receiving  retirement  pay  in  North  Carolina 
and  the  estimated  annual  benefits  they  will  receive  for  1989  are  shown  below: 


Estimated 

Estimated 

Class  of  Retiree 

Recipients 

Benefits 

State 

67,366 

$  8,193 

Local 

16,140 

6,173 

Federal  Civil  Service 

44,459 

13,007 

Military 

55,682 

13,310 

Private 

Not  Available 

7,000 

The  maximum  tax  relief  per  retiree  would  be  $551.25  annually. 

Little  reliable  data  exists  on  the  distribution  of  private  pension  benefits  and 
the  amount  non-pension  income  earned  by  retirees.  The  phase-out  of  the  exclusion 
for  retirees  whose  family  income  exceeds  $15,000  should  limit  the  impact  on  tax 
revenues. 
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Exemptions 

Claimed 

Credit  Amount 

1 

$45 

2 

50 

3 

55 

4 

60 

5 

65 

6  or  more 

75 

Food  Tax 
Credit 

For  Low-Income 
Persons  Not  Receiving 
Food  Stamps 


History 

When  the  State  first  adopted  a  sales  tax  in  1933,  it  exempted  essential  food 
items.  Two  years  later,  the  State  eliminated  that  exemption.  In  1937,  the  exemption 
was  reinstated,  and  the  list  of  exempted  items  expanded.  Finally,  in  1961,  the 
exemption  was  again  eliminated. 

In  1985,  the  General  Assembly  exempted  food  purchased  with  food  stamps 
from  State  and  local  sales  tax.  With  that  same  tax  package,  the  legislature  adopted 
other  low-  and  moderate-income  tax  credits.  The  timing  of  those  tax  credits  and 
the  record  of  legislative  deliberations  suggest  that  a  major  objective  was  to  offset 
the  food  tax.  However,  the  credit  schedule  is  such  that  the  amount  of  relief  provid- 
ed is  not  equal  to  the  sales  tax  liability. 

Findings 

The  1985  exemption  for  food  stamp  purchases  was  a  major  effort  to  reduce 
the  sales  tax  burden  on  low-income  families.  The  best  estimates  available  indicate 
that  as  many  as  one-half  of  eligible  familes  do  not  receive  food  stamps.  This 
happens  for  several  reasons— confusing  eligibility  requirements,  difficulty  in  apply- 
ing, administrative  paperwork,  and  the  reluctance  of  some  people  to  accept 
government  aid.  In  fairness  to  these  families,  the  Commission  recommends  giving 
them  the  same  tax  relief  that  is  given  to  families  that  do  use  food  stamps. 

Twenty-eight  states  currently  exempt  all  food  from  the  sales  tax  (see 
Appendix  16).  Of  the  remaining  17  states  with  sales  taxes,  six  states  give  an  income 
credit  that  seems  to  be  intended  as  food  tax  offset. 

Summary  of  Proposal 

Legislative  Proposal  Twelve  would  allow  taxpayers  who  do  not  receive  food 
stamps  and  whose  net  taxable  income  is  $15,000  or  less  (and  whose  gross  income  is 
less  than  $30,000)  an  income  tax  credit,  based  on  the  number  of  personal  exemp- 
tions claimed  on  their  tax  return.  The  credit  schedule  is  as  follows: 


Recommendation 

The  General  Assembly  should  give 
low-income  residents  who  do  not 
receive  food  stamps  a  State 
income  tax  credit  equal  to  the 
State  and  local  sales  taxes  paid 
on  food  purchased  for  home 
consumption. 

Rationale 

Food  stamp  purchases  are 
exempt  from  State  and  local  sales 
tax,  yet  many  low-income  families 
eligible  for  food  stamps  do  not 
receive  them.  These  families  are 
entitled  to  the  same  tax  relief  as 
families  that  do  use  food  stamps. 


25 


If  the  credit  exceeded  the  taxpayer's  tax  liability,  he  or  she  would  get  a  refund. 
Residents  who  are  not  required  to  file  a  tax  return  would  be  allowed  to  file  an  in- 
formation return  in  order  to  receive  the  credit  refund. 

The  recommendation  would  take  effect  January  1,  1990. 

A  copy  of  Legislative  Proposal  Twelve  may  be  found  in  the  Final  Report  of 
the  Commission. 

Fiscal  Impact 

The  annual  reduction  in  General  Fund  tax  revenue  would  be  less  than 
$10  million. 
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7% 


6% 


4% 


6.2% 


5.9%     5.9% 


1968 
1988 


$10,000      $20,000         $40,000        $80,000        $200,000       $500,000 

GROSS  INCOME 

*The  calculation  for  this  year  was  made  by  determining  the  1968  income  level  that 
would  correspond  to  the  1988  level  (taking  inflation  into  account)  and  then 
determining  the  relevant  exemptions,  deductions,  and  tax  liability. 


Appendix  1 


North  Carolina  Personal 
Income  Tax  Burden 
For  Married  Couple  with 
Two  Children 

Tax  Liability  as  a 
Percent  of  Gross  Income 


Source: 

Tax  Fairness  Study  Commission 
Staff  Calculations. 
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Appendix  2 


Summary  of  Major 
Personal  Income  Tax 
Relief  In 
1987  and  1988 


Source: 

The  Unfinished  Agenda  for  State 
Tax  Reform,  National  Conference 
of  State  Legislatures,  1988. 


Increased 

Increased 

Personal  Exemption 

Standard 

Reduced 

State 

Or  Credit 

Deduction 

Rates 

California 

X 

X 

X 

Colorado 

X 

X 

X 

Delaware 

X 

X 

X 

Kansas 

X 

X 

X 

Maine 

X 

X 

X 

Minnesota 

X 

X 

X 

Rhode  Island 

X 

X 

X 

Vermont 

X 

X 

X 

Virginia 

X 

X 

X 

Georgia 

X 

X 

Idaho 

X 

X 

Maryland 

X 

X 

Nebraska 

X 

X 

North  Dakota 

X 

X 

South  Carolina 

X 

X 

Utah 

X 

X 

Iowa 

X 

X 

Oregon 

X 

X 

Wisconsin 

X 

X 

Hawaii 

X 

X 

West  Virginia 

X 

X 

Arkansas 

X 

Michigan 

X 

Missouri 

X 

Ohio 

X 
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state 

California 

Mississippi 

Vermont 

Rhode  Island 

New  York 

Maine 

Maryland 

South  Carolina 

North  Dakota 

Nebraska 

Minnesota 

Kansas 

Idaho 

Colorado 

New  Mexico 

Massachusetts 

Louisiana 

Utah 

Wisconsin 

Ohio 

Oregon 

Georgia 

Oklahoma 

Delaware 

Arizona 

Missouri 

West  Virginia 

Pennsylvania 

Iowa 

Michigan 

Montana 

Virginia 

Hawaii 

Arkansas 

Alabama 

North  Carolina  * 

Kentucky 

New  Jersey 

Indiana 

Illinois 

Median  State 


1986 

$14,200 

15,900 
8,000 
9,600 

10,600 
6,200 
5,830 

10,300 
8,000 
8,000 
9,300 
6,000 
8,000 
6,200 

12,000 
6,400 

11,000 
4,300 
9,200 
9,900 
6,900 
6,100 
5,830 
5,600 
8,400 
6,900 
3,600 
5,700 
5,000 
6,000 
6,240 
3,700 
5,300 
5,000 
4,400 
4,350 
4,300 
4,000 
4,000 
4,000 

6,200 


Change 

From  1986 

1988 

To  1988 

$18,100 

+  3,900 

15,900 

0 

15,100 

+  7,100 

15,100 

+  5,500 

14,000 

+  3,400 

13,000 

+  6,800 

12,900 

+  7,070 

12,800 

+  2,500 

12,800 

+  4,800 

12,800 

+  4,800 

12,800 

+  3,500 

12,800 

+  6,800 

12,800 

+  4,800 

12,800 

+  6,600 

12,000 

0 

12,000 

+  5,600 

11,000 

0 

10,900 

+  6,600 

10,800 

+  1,600 

10,400 

+  500 

9,300 

+  2,400 

9,000 

+  2,900 

8,900 

+  3,070 

8,600 

+  3,000 

8,400 

0 

8,200 

+  1,300 

8,000 

+  4,400 

8,000 

+  2,300 

7,500 

+  2,500 

7,200 

+  1,200 

6,500 

+  260 

5,900 

+  2,200 

5,900 

+  2,200 

5,600 

+  600 

4,400 

0 

4,350 

0 

4,300 

0 

4,000 

0 

4,000 

0 

4,000 

0 

Appendix  3 


state  Income  Tax 
Thresholds  For 
Families  of  Four  in 
1986  and  1988 


Source: 

7776  Unfinished  Agenda  for  State 
Tax  Reform,  National  Conference 
of  State  Legislatures. 


9,850 


+  3,650 


*For  two-earner  families,  the  North  Carolina  threshold  is  $6,000  for  both  years.  For  other 
states,  the  threshold  for  two-earner  families  is  the  same  as  for  one-earner  families. 
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Appendix  4 


state  Income  Tax 
For  Two-Parent 
Families  of  Four  with 
Wage  Income  of  $10,000 
In  1986  and  1988 


Source: 

The  Unfinished  Agenda  for  State 
Tax  Reform,  National  Conference 
of  State  Legislatures,  1988. 


1986  Stale 

1988  State 

Change  In 

Income  Tax 

Income  Tax 

Income  Tax 

At  $10,000 

At  $10,000 

From  1986 

Of  Income 

Of  Income 

To  1988 

Kentucky 

$  281 

$  281 

$      0 

North  Carolina 

252 

252 

0 

Pennsylvania 

216 

211 

-5 

Indiana 

180 

204 

+  24 

Alabama 

156 

156 

0 

Illinois 

150 

150 

0 

Iowa 

245 

144 

-101 

Arkansas 

165 

130 

-35 

Michigan 

184 

129 

-55 

New  Jersey 

120 

120 

0 

Hawaii 

134 

116 

-18 

Montana 

112 

109 

-3 

Virginia 

185 

93 

-92 

West  Virginia 

125 

60 

-65 

Oregon 

233 

50 

-183 

Delaware 

106 

45 

-61 

Oklahoma 

33 

33 

0 

Arizona 

32 

32 

0 

Missouri 

64 

31 

-33 

Georgia 

74 

10 

-64 

California 

0 

0 

0 

Colorado 

130 

0 

-130 

Idaho 

40 

0 

-40 

Kansas 

115 

0 

-115 

Louisiana 

0 

0 

0 

Maine 

39 

0 

-39 

Maryland 

217 

0 

-217 

Massachusetts 

180 

0 

-180 

Minnesota 

35 

0 

-35 

Mississippi 

0 

0 

0 

Nebraska 

42 

0 

-42 

New  Mexico 

0 

0 

0 

New  York 

0 

0 

0 

North  Dakota 

23 

0 

-23 

Ohio 

4 

0 

-4 

Rhode  Island 

22 

0 

-22 

South  Carolina 

0 

0 

0 

Utah 

212 

0 

-212 

Vermont 

53 

0 

-53 

Wisconsin 

40 

0 

-40 

Median  State 

109 

5 

-104 
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Appendix  5 


Extent  of  Conformity  of 
State  Personal 
Income  Tax  to 
Federal  Income  Tax 


States  Tied  to  Percentage  of  Federal  Tax  Liability 

Rhode  Island 
Vermont 
North  Dakota 


Source: 

Commerce  Clearing  House,  Inc. 


States  Tied  to  Federal  Net  Taxable  Income 

South  Carohna  Oregon 

Idaho  Colorado 

Utah  Minnesota 

States  Tied  to  Federal  Adjusted  Gross  Income 
(Plus  Most  Itemized  Deductions) 

Maine  Missouri  Oklahoma 

Delaware  Georgia  Montana 

Maryland  Kentucky  Cahfornia 

New  York  Louisiana  Hawaii 

Iowa  Virginia  Nebraska 

Kansas  New  Mexico 


States  Tied  to  Federal  Adjusted  Gross  Income 

Massachusetts  Michigan 

Ilhnois  Ohio 

Indiana  Wisconsin 


Arizona 
West  Virginia 


States  With  No  Federal  Starting  Point 
New  Jersey  Arkansas 

Pennsylvania  Mississippi 

Alabama  North  Carolina 
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Appendix  6 


change  In  North  Carolina 
Tax  Burden  Under 
Legislative  Proposal  One 

Family  of  Four, 

Two  Spouses  Working, 

Two  Dependents 


Source: 

Tax  Fairness  Study  Commission 
Staff  Calculations. 


+  20»7o 
+  10% 

0% 
-10% 
-20% 
-30% 
-40% 
-50% 
-60% 
-70% 
-80% 
-90% 
-100% 


GROSS  INCOME 

$10,000         520,000        $40,000         $80,000 

$200,000       $500,000 

+  12.7% 

+ 14.8% 

" 

+  8.1% 

-5.6fft, 

1 

- 100%, 
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Appendix  7 


Gross  Income 
$10,000      $20,000     $40,000     $80,000     $200,000     $500,000 


Single: 

Current             $315          $988        $2,118 

$4,610 

$12,506 

$33,716 

Proposed            250            840         2,346 

5,256 

14,328 

38,762 

%  Change       -20.6%      -15.0%      10.8% 

14.0% 

14.6% 

14.7% 

Head-of-Household,  Two  Dependents: 

Current             $223          $876        $1,978 

$4,498 

$12,254 

$31,889 

Proposed             —             480          1,888 

4,820 

13,744 

36,490 

%  Change       -100.0%     -45.2%      -4.6% 

7.2% 

12.2% 

14.4% 

Married,  Two  Workers,  No  Dependents: 

Current             $207          $699        $1,821 

$4,369 

$12,069 

$31,704 

Proposed              90            550          1,880 

4,904 

13,784 

36,530 

%  Change       -56.5%      -21.3%       3.2% 

12.2% 

14.2% 

15.2% 

Married,  One  Worker,  Two  Dependents: 

Current             $  98          $876        $1,950 

$4,442 

$12,114 

$31,539 

Proposed             -             133          1,560 

4,480 

13,320 

35,880 

%  Change      -100.0%     -84.8%     -20.0% 

.9% 

10.0% 

13.8% 

Married,  Two  Workers,  Two  Dependents: 

Current             $223           $604        $1,653 

$4,145 

$11,817 

$31,242 

Proposed             —             350          1,560 

4,480 

13,320 

35,880 

%  Change       -100.0%     -42.1%     —5.6% 

8.1% 

12.7% 

14.8% 

Comparison  of  Current 
State  Personal  Income 
Tax  Liability  and 
Liability  Under 
Legislative  Proposal  One 


The  estimated  gross  income  level  at  which  each  household  type  has  no  change 
in  tax  liability  is  as  follows: 

Single  $30,000 

Head  of  Household,  Two  Dependents  55,000 

Married,  Two  Workers,  No  Dependents  37,500 

Married,  One  Worker,  Two  Dependents  75,000 

Married,  Two  Workers,  Two  Dependents  45,000 
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Appendix  8 


state  Tax 
Amnesty  Programs 


Source: 

Federation  of  Tax  Administrators. 


Major  Taxes 

Collections 

State 

Amnesty  Period 

Covered 

($  Millions) 

Alabama 

01/20/84-04/01/84 

All 

$    3.2 

Arizona 

11/22/82-01/20/83 

All 

6.0 

Arkansas 

09/01/87-  11/30/87 

All 

1.7 

California 

12/10/84-03/15/85 

Indiv.  Inc. 

154.0 

Sales 

43.0 

Colorado 

09/16/85-  11/15/85 

All 

6.4 

Florida 

01/01/87-06/30/87 

Intangibles 

13.0 

01/01/88-06/30/88 

All 

22.4 

Idaho 

05/20/83  -  08/30/83 

Indiv.  Inc. 

.3 

Illinois 

10/01/84-  11/30/84 

All 

152.4 

Iowa 

09/02/86-  10/31/86 

All 

35.1 

Kansas 

07/01/84-09/30/84 

All 

.6 

Kentucky 

09/15/88-  12/16/88 

All 

60.1 

Louisiana 

10/01/85-  12/31/85 

All 

1.2 

10/01/87-  12/15/87 

All 

.3 

Maryland 

09/01/87-  11/02/87 

All 

34.6 

Massachusetts 

10/17/83-01/17/84 

All 

85.2 

Michigan 

05/12/86-06/30/86 

All 

109.8 

Minnesota 

08/01/84-  10/31/84 

All 

12.1 

Mississippi 

09/01/86-  11/30/86 

All 

1.0 

Missouri 

09/01/83-  10/31/83 

All 

.9 

New  Jersey 

09/10/87-  12/08/87 

All 

185.7 

New  Mexico 

08/15/85-  11/13/85 

All 

13.6 

New  York 

11/01/85-01/31/86 

All 

401.3 

North  Dakota 

09/01/83-  11/30/83 

All 

.2 

Oklahoma 

07/01/84-  12/31/84 

Income,  Sales 

13.9 

Rhode  Island 

10/15/86-01/12/87 

All 

1.9 

South  Carolina 

09/01/85-  11/30/85 

All 

7.1 

Texas 

02/01/84-02/29/84 

All 

.5 

Wesi  Virginia 

10/01/86-  12/31/86 

All 

10.4 

Wisconsin 

09/15/85-  11/22/85 

All 

27.3 
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Tax  Liability  Per  $1,000  of  Valuation 


State 

Money 

on 
Deposit 

Shares 

of 
Stock 

Corporate 
Bonds 

Florida 

Exempt 

$1.00 

$1.00 

Georgia 

.10 

1.00 

1.00 

Indiana 

.133' 

.133'^ 

.133' 

Kentucky 

.01 

.15 

.15 

Michigan 

.20 

1.00' 

1.00' 

North  Carolina 

Exempt 

2.50 

2.50 

Pennsylvania 

Exempt 

4.00 

4.00 

West  Virginia 

Exempt 

5.00 

5.00^ 

'Tax  being  phased  out  through  1995. 

^Stock  in  domestic  corporations  is  exempt. 

The  tax  rate  shown  is  a  minimum  levy  in  lieu  of  a  3  Vi  percent  tax  on  income  from  assets. 


Appendix  9 


statewide  Taxes  on 
intangible 
Personal  Property 


Source: 

Commerce  Clearing  House,  Inc. 
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Appendix  10 


Nbrth  Carolina 
Department  of  Revenue 
Cost  of  Collecting  Major 
State  and  Local  Taxes 


Source: 

N.C.  Department  of  Revenue. 


Tax 

Personal  Income 

Sales  &  Use 

Corporate  Income  &  Franchise 

Motor  Fuels 

Alcoholic  Beverage 

Inheritance  &  Gift 

Intangibles 


1986-87 

1986-87 

Collections 

Cost  Per  $1,000 

($  Million) 

Of  Collections* 

$2,565.9 

$  .66 

2,635.0 

.65 

877.2 

.19 

570.3 

.27 

132.0 

.25 

77.5 

1.18 

76.1 

2.40 

*lndudes  direct  costs  and  allocated  indirect  costs. 
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50% 


40% 


30% 
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Appendix  11 


Proportion  of  Total  Assets 
Held  as  Shares  of  Stock, 
Bonds,  and  Other 
Long-Term  Financial  Assets 


Source: 

1983  Survey  of  Consumer  Finances, 
Federal  Reserve  Board. 


$50,000- 

$100,000-               $150,000- 

$280,000 

$100,000 

$150,000                $280,000 

FAMILY  INCOME 

and  over 
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Appendix  12 


state  Income  Tax 


Incentives  For  Dependent 
Care  Expenses 

State 

Credit  (c)  or 
Deduction  (d) 

Tied  To 

Federal 

Code 

Amount 

Alaska 

c 

Yes 

16%  of  federal  credit 

Arizona 

d 

No 

$1,200  maximum' 

Source: 

Arkansas 

c 

Yes 

10%  of  federal  credit 

Commerce  Clearing  House,  Inc. 

California 

c 

Yes 

30%  of  federal  credit 

Delaware 

c 

Yes 

25%  of  federal  credit 

Hawaii 

c 

No 

50%  of  federal  credit 

Idaho 

d 

Yes 

100%  of  federal  expenses 

Iowa 

c 

Yes 

45%  of  federal  credit 

Kansas 

c 

Yes 

25%  of  federal  credit 

Kentucky 

d 

No 

$400  maximum 

Louisiana 

c 

Yes 

10%  of  federal  credit 

Maine 

c 

Yes 

25%  of  federal  credit 

Maryland 

d 

Yes 

100%  of  federal  expenses 

Massachusetts 

d 

Yes 

100%  of  federal  expenses 

Minnesota 

c 

Yes 

Varies  by  gross  income 
below  $24,000 

Montana 

d 

No 

$4,800  maximum 

New  Mexico 

c 

No 

40%  of  expenses,  limited  to 
$480  per  dependent 
(maximum  $1,200) 

New  York 

c 

Yes 

20%  of  federal  credit 

North  Carolina 

c 

Yes 

7%  of  federal  expenses 

Ohio 

c 

Yes 

25%  of  federal  credit - 

Oklahoma 

c 

Yes 

20%  of  federal  credit 

Oregon 

c 

Yes 

40%  of  federal  credit 

Rhode  Island 

c 

Yes 

22.96%  of  federal  credit 

South  Carolina 

c 

Yes 

7%  of  federal  credit 

Vermont 

c 

Yes 

25%  of  federal  credit 

Virginia 

d 

Yes 

100%  of  federal  expenses 

'Only  taxpayers  whose  household  gross  income  is  less  than  S6,000  are  eligible. 
■Reduced  by  1  percent  for  each  $2,000  that  adjusted  gross  income  exceeds  $10,000  (but  not  less 
ihan  10  percent). 
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Appendix  13 


State 


Alabama 

4% 

Arizona 

5 

Arkansas 

4 

California 

4.75 

Colorado 

3 

Connecticut 

7.5 

Florida 

6 

Georgia 

3 

Hawaii 

4 

Idaho 

5 

Illinois 

5 

Indiana 

5 

Iowa 

4 

Kansas 

4 

Kentucky 

5 

Louisiana 

4 

Maine 

5 

Maryland 

5 

Massachusetts 

5 

Michigan 

4 

Minnesota 

6 

Mississippi 

6 

Missouri 

4.225 

Nebraska 

4 

Nevada 

5.75 

New  Jersey 

6 

New  Mexico 

4.75 

New  York 

4 

North  Carolina 

3 

North  Dakota 

3 

Ohio 

5.5 

Oklahoma 

4 

Pennsylvania 

6 

Rhode  Island 

6 

South  Carolina 

5 

South  Dakota 

4 

Tennessee 

5.5 

Texas 

6 

Utah 

5.1 

Vermont 

4 

Virginia 

3.5 

Washington 

6.5 

West  Virginia 

6 

Wisconsin 

5 

Wyoming 

3 

Regular  Sales  Tax  Rate         Rate  On  Motor  Vehicles 

1.5% 
5 
4 

4.75 
3 

7.5 
6 
3 
4 
5 
5 
5 
4 
4 
5 
4 
5 
5 
5 
4 
6 
3 
4 
4 

5.75 
6 
3* 
4 

2  ($300  limit) 
3 

5.5 
4 
6 
6 

5  ($300  limit) 
3* 
4.5 
6 

5.1 
4 
2 

6.5 
Exempt 
5 
3 


State  Sales  Tax  Rates  on 
Motor  Vehicles 


Source: 

Commerce  Clearing  House,  Inc. 


*Levied  as  a  motor  vehicles  excise  tax. 
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Appendix  14 


state  Income  Tax 

State 

State 
Pension 

Federal 
Pension 

Military 
Pension 

Private 
Pension 

Exclusions  For  Pensions 

Alabama 

Total 

Total 

$10,000 

0 

Arizona 

Total 

$  2,500 

0 

0 

Arkansas 

Total 

$  6,000 

$  6,000 

$  6,000 

Source: 

California 

0 

0 

0 

0 

Commerce  Clearing  House,  Inc. 

Colorado 

$20,000 

$20,000 

$20,000^ 

$20,000 

Delaware 

$  2,000 

$  3,000^ 

$  3,000b 

$  3,000b 

Georgia 

Total 

$  4,000^ 

$  4,000'-' 

$  4,000^^ 

Hawaii 

Total 

Total 

Total 

Total 

Idaho 

_d 

_d 

_d 

0 

Illinois 

Total 

Total 

Total 

0 

Indiana 

0 

$  2,000^ 

$  2,000*^ 

0 

Iowa 

Total 

$  8,184'' 

0 

0 

Kansas 

Total 

Total 

$150  Credit 

0 

Kentucky 

Total 

$  4,000 

$  4,000 

0 

Louisiana 

Total 

$  6,0008 

$  6,000§ 

$  6,000S 

Maine 

0 

0 

0 

0 

Maryland 

_d 

_d 

_d 

_d 

Massachusetts 

Total 

Total 

Total 

0 

Michigan 

Total 

$10,000*' 

$10,000'' 

$10,000^ 

Minnesota 

$10,000^ 

$10,000h 

$10,000'^ 

$10,000'^ 

Mississippi 

Total 

$  5,000 

$  5,000 

$  5,000 

Missouri 

Total 

0 

0 

0 

Montana 

Total 

$  3,600 

$  3,600 

$  3,600 

Nebraska 

i 

i 

i 

i 

New  Jersey 

$10,000 

$10,000 

$10,000' 

$10,000-1 

New  Mexico 

Total 

$  3,000 

$  6,000"^ 

$  6,000"^ 

New  York 

$20,000 

$20,000 

$20,000 

$20,000' 

North  Carolina 

Total 

$  4,000 

$  4,000 

0 

North  Dakota 

0 

$  5,000sm 

$  5,000'" 

0 

Ohio 

n 

n 

n 

n 

Oklahoma 

Total 

$  4,000 

$  1,500 

0 

Oregon 

Total 

$  5,000 

$  5,000 

0 

Pennsylvania 

Total 

Total 

Total 

Total 

Rhode  Island 

0 

0 

0 

0 

South  Carolina 

Total 

$  3,000 

$  3,000° 

$  3,0008 

Utah 

Total 

$  6,000P 

$  6,000P 

$  6,000P 

Vermont 

0 

0 

0 

0 

Virginia 

Total 

$  3,000 

_q 

_q 

West  Virginia 

Total 

$16,000' 

Total 

$  8,0008 

Wisconsin 

0 

0 

0 

0 
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^Exclusion  limited  to  $2,000  if  under  age  of  55. 

"Exclusion  limited  to  $2,000  if  under  age  of  60. 

'■No  exclusion  if  under  age  of  62. 

"The  maximum  exclusion  is  set  at  the  maximum  Social  Security  Benefit  payable  to  a  person 

age  65  minus  the  amount  of  actual  Social  Security  benefit  received. 
^No  exclusion  if  under  age  of  62.  If  this  amount  is  included  in  federal  AGl,  Social  Security 

and  Railroad  benefits  must  be  subtracted. 
'The  amount  of  exclusion  listed  is  for  married  couples  filing  jointly.  For  others  filing  in  Iowa, 

the  amount  is  $5,627.  For  others  filing  in  Michigan,  the  amount  is  $7,500. 
8No  exclusion  if  under  age  of  65. 
"Exclusion  is  available  to  permanently  and  totally  disabled  persons  and  to  persons  aged  65  or 

older.  It  applies  to  all  sources  of  income,  not  just  pension  income.  The  initial  exclusions 

before  offsets  are  $10,000  for  married  filing  jointly,  $5,000  for  married  filing  separately,  and 

.$8,000  for  singles. 

'The  credit  is  equal  to  50  percent  of  the  federal  retirement  income  credit  available  to  qualified 

.senior  citizens  under  §22  of  the  Internal  Revenue  Code. 

JMust  be  65  years  of  age  or  older.  The  amount  given  is  for  married  filing  jointly.  For  married 

filing  separately  the  amount  is  $5,000  and  for  singles  the  amount  is  $7,500.  Up  to  $3,000  of 

other  income  may  be  excluded  if  the  limit  for  pension  income  is  not  reached. 
■^Must  be  65  years  of  age  or  older.  This  exclusion  applies  to  all  income,  not  just  pension  in- 
come. The  amount  varies  by  AGI  class.  The  amount  given  is  for  married  filing  jointly;  for  all 

others  the  amount  is  $3,000. 

'No  exclusion  if  under  59 '/z  years  of  age. 
•"Reduced  by  any  amount  of  Social  Security  received. 
"in  lieu  of  an  exclusion,  a  tax  credit  ranging  from  $25  to  $200  is  allowed.  The  credit  amount 

varies  according  to  the  amount  of  retirement  income. 
^Exclusion  limited  to  retirees  with  at  least  20  years  of  service. 
PExclusion  limited  to  $4,800  if  under  age  of  65. 
■^Credit  equal  to  5  percent  of  Social  Security  benefits  reduced  by  the  total  benefits  received 

under  the  Social  Security  Act  or  the  Railroad  Retirement  Act  and  further  reduced  by  twice  the 

amount  by  which  the  taxpayer's  federal  adjusted  gross  income  exceeds  $12,000. 
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Appendix  15 


Selected  Data  on 
Sources  of  Retirement 
Income 


Source: 

Tax  Fairness  Commission  Staff 
update  of  U.S.  Census  Bureau 
household  survey  data  for  1984 
income  year 


Estimated 

Estimated 

Percent  Of 

Annual 

Annual 

Total 

Retirement 

Household 

Retiree  Group 

Retirees 

Benefits 

Income* 

Federal  Civil  Service 

6.8% 

$15,159 

$34,635 

Military 

8.0 

14,532 

48,337 

State  and  Local 

7.3 

9,432 

34,478 

Other 

77.8 

6,224 

28,130 

*lncludes  retirement  income,  Social  Security  and  other  income.  The  average  amount  of  Social 
Security  for  all  cia,sse.s  except  federal  civil  .service  is  slightly  over  $8,000. 
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Appendix  16 


Sales  Tax  Exemption 


Tax  Credit* 


Arizona 

California 

Colorado 

Connecticut 

Florida 

Hawaii 

Idaho 

Illinois 

Indiana 

Iowa 

Kansas 

Kentucky 

Louisiana 

Maine 

Maryland 

Massachusetts 

Michigan 

Minnesota 

Nebraska 

Nevada 

New  Jersey 

New  Mexico 

New  York 

North  Dakota 

Ohio 

Pennsylvania 

Rhode  Island 

South  Dakota 

Texas 

Vermont 

Washington 

West  Virginia 

Wisconsin 

Wyoming 


X 
X 
X 

X 
X 
X 
X 
X 
X 
X 
X 
X 
X 

X 
X 
X 
X 
X 

X 
X 
X 
X 
X 


state  Tax  Relief  For 
Food  Purchases 


Source: 

National  Conference  of  State 
Legislatures;  Commerce  Clearing 
House,  Inc. 


*lncome  tax  credit  in  Hawaii,  Idaho,  Kansas,  New  Mexico;  special  refund  in  South  Dakota 
and  Wyoming. 
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